Introduction
M&A collars are a useful but underutilized tool for both negotiating transactions and managing deal risk. One of the larger and more contentious recent deals, the $8.5 billion MCI-Verizon-Qwest deal, included a collar as a component of consideration. As deal volume rebounds, more companies will explore the M&A collar.
With balance sheets largely mended and cash balances at record highs, many companies have returned to M&A for growth. As M&A volume rebounds, we expect the use of collars to also grow. Global volume of collared deals averaged over $50 billion annually over the past 10 years. 1 Exhibit 1 shows that, in addition to deal volume, a second driver of collar use appears to be equity market volatility. As equity market volatility increases, the proportion of collared deals also increases. Thus, as equity market volatility returns to historical norms, we would expect a doubling in the proportion of collared deals, say from about 3 percent, to 5 percent or more. Regulatory considerations may also spur collar use.
To the extent Sarbanes-Oxley brings increased scrutiny and process discipline of corporate development activities, bidders may feel obliged to refine and codify their approach to price protection and more seriously examine consideration, the use of collars, and collar design. MSCi World Volatility (Percent) What Are Collars?
M&A collars are not financial instruments (e.g., derivatives). They are contractual agreements that tailor the economics of consideration in stock-based M&A transactions beyond the simple choices of a fixed-price or fixed exchange ratio agreement.
In an all-cash deal (see Exhibit 2a), consideration is independent of any changes in bidder (or target) share price. Targets may benefit from cash offers because they face no risk that consideration will decline as a result of "adverse" movements in their own, or the bidder's, share price (i.e., target appreciation, or bidder depreciation). Bidders may benefit from cash offers because they face no risk that consideration will increase from any "adverse" movements in their own, or the target's, share price.
A "fixed exchange ratio" stock deal is the sloped line Collars tailor stock-based consideration arrangements that may draw characteristics from either fixed exchange ratio or fixed-price deal economics, both in terms of risk and economics. There are two basic types of collar that may serve as building blocks for an endless number of possible permutations. We illustrate both the fixed-price collar and the fixed exchange ratio collar in Exhibit 3, page 3. bound (or target declines), the target is paid according to the exchange ratio of Region 3 in Exhibit 3a.
In the fixed exchange ratio collar, the exchange ratio exchange and a fixed-price offer. Depending on objectives, constraints, and risk utilities, a deal may be tailored beyond these simple payoff functions.
For example, collars may be compounded to achieve multiple fixed-price bands (a "staircase"), or "walkaway" provisions may be incorporated to manage risk or timing.
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How Collars Add Value
Once an agreement has been reached, the collar allocates value based on the structure and market conditions. For example, in the case of a fixed exchange ratio collar (see Exhibit 4), the target Collars played a crucial role in the negotiation process, not only shaping the risk and economics of the transaction, but also signaling and shaping the perspectives of the parties involved. price, whereas the bidder "benefits" in the event of its own share price decline.
Perhaps the most important source of value created by collars is an increase in the number of degrees of freedom in consideration. A collar can bridge the gap created by differences in expectations and risk utilities that might otherwise require a seemingly uneconomic premium. Using a collar helps avoid a failed negotiation and allows the transaction to proceed. Buyers and sellers can trade (buy or sell) risk and achieve agreement with a fair structure from both perspectives.
A collar can prevent costly and time-consuming renegotiation. One study found that announced collared deals were 50 percent less likely to be renegotiated than their uncollared counterparts.
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Collars reduce short-selling interest and can limit the adverse effects of risk arbitrageurs' bidder share short selling. One study found excess volume around the announcement was more than 25 percent lower with collars. 10 Reducing uncertainty related to the consummation of a deal may also mitigate stakeholder risk aversion.
Increasing the probability of reaching consensus to successfully complete a transaction can produce benefits that accrue to both parties in the negotiation.
Consideration
Consideration includes both the amount and the form of the deal. Most research indicates that cash consideration outperforms stock deals in postacquisition stock performance. The rationale generally cited includes:
n Heightened bidder discipline in cash deals;
n A higher likelihood that the stock is overvalued in stock deals, hence the willingness to use stock; and n Sharing of synergies with the target in the case of stock deals--which is effectively a double-dip for the seller. Signaling. Cash bids tend to signal greater bidder confidence. Bidder stocks achieve higher excess returns around the time of announcement when the bid is structured to provide greater protection to the target.
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Sensitivity of consideration to changes in bidder stock price may reveal insight about the bidder's view of its own intrinsic value-the lower the sensitivity, the greater the signal (the sensitivity of an all-cash offer is zero, whereas the sensitivity of a fixed exchange ratio stock offer is one).
Liquidity. Cash payment reduces bidder liquidity and may require capital market access-which may be constrained by exogenous market factors.
Dilution. Although neither the presence nor size of earnings dilution is indicative of success, it continues to be a source of concern to many managers.
Ownership dilution can also be a constraint-stock dilutes bidder ownership.
Tax. Cash bids may create an immediate tax burden for the target, whereas stock exchanges may provide capital gain deferral, and potentially, preservation of loss carry forwards. Size. Fixed-price bids predominate where target equity value is small (e.g., average 3 percent) relative to the bidder. Collars fill the middle ground (13 percent). Large deals (25 percent) and mergers of equals typically use a fixed exchange.
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Regulation. Collars can preserve bidder regulatory capital (e.g., utilities, financial institutions) while providing targets with a cash-like payoff. . Deals were considered "auctions" when the selling firm contacted multiple potential buyers and signed confidentiality agreements with multiple bidders. 16 The higher the volatility of the bidder's share price, and the longer the time to closing, the more the distributions of outcomes from collared bids and no-collar bids resemble each other. In other words, the more volatility accumulates over time, the more bidder share prices can be observed outside the collar bounds, thereby reducing the effectiveness of the protection.
Risk Aversion. Collars are more common where there are large differences in propensity for risk, or in business outlooks, between the bidder and target.
How to Design Your Collar
Once a potential opportunity has been identified for an M&A collar in the consideration of a deal, the choice of which type to use must be made and will depend on a determination of needs and preferences.
Stock market research shows that the market is able to rationally and appropriately value the complex options implicit in a collared offer. Importantly, research suggests that the economic value transferred via collars is an efficient substitute for cash consideration. Apparently, there is no "complexity discount" assigned by the market and, in fact, there can be real economic benefit from the tailored risk profiles of collared deals.
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Exhibit 8 outlines the bidder and target perspectives that can drive parties toward either end of the collartype spectrum.
Bidder Perspectives
Bidders will prefer fixed exchange ratio collars when they wish to preserve the value of any future upside appreciation in their stock price. However, this structure also fits best when the bidder is less concerned about potential dilution in the event of a severe negative event. Bidders would prefer fixedprice collars when they wish to limit their exposure to dilution, especially if they are uncertain about how their transaction will be received in the market. Fixed-price collars are preferable when bidders have less focus on their own near-term stock price appreciation.
Target Preferences
Targets experience the greatest abnormal returns when the offer includes a fixed-price collar-investors value the additional certainty of a collar structure. 18 Targets will prefer fixed-price collars when they desire security of consideration within a likely range of bidder stock price movements, but are willing to risk substantial downside in exchange for participation in a substantial upside movement.
Targets will value fixed exchange ratio collars when they seek an absolute floor in value of consideration, but would like the potential to receive some participation in upside movement of the bidder stock.
Risk-Sharing Characteristics
Monte Carlo simulation (see Exhibit 9, page 8) can be employed to illustrate how collars tailor the risks and returns to targets and bidders. In this case, targets are rewarded for assuming more risk, receiving an "average" return (probability-weighted average return) of 15 percent versus only 8 percent for the fixed-price collar.
However, averages are deceiving and obscure the total picture. The distribution of target shareholder returns from the straight fixed exchange ratio transaction is much wider, with more extreme outcomes in the "tails."
When the simulation is run again for the same parameters but with a fixed exchange ratio collar, the outcome is similar; collar impact to both risk (standard deviation) and expected return is muted. Standard deviation is narrowed to just 11 percent and expected return slips to 12 percent. is 37 percent and maximum higher bound width is 42 percent of stock price at announcement! Asymmetry is common, and can be used to transfer wealth (see Appendix A, page 11).
Deal Psychology
Although investors, analysts, and merger parties should focus on the economics of a deal (and research indicates they do), "headline value" (deal price reported in the press) can be important in situations where a public relations battle may occur.
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In a pure cash exchange, the headline value at announcement is effectively less than the intrinsic value, due to the loss in time value between the announcement date and the estimated closing date.
Similarly, a fixed-price deal delivers a headline value at announcement that is less than the intrinsic value.
A fixed exchange ratio deal preserves time value (assuming reasonably similar costs of equity and dividend yields), because the present value of a future price is always its price today (also ignoring short-term price aberrations).
Collars can be designed with headline value in mind, by including a symmetrical wide-width collar, for example. In this case, a bidder can produce a higher headline value, yet deliver a considerably reduced intrinsic value.
Capital Markets (M&A) Risk Management Strategies
Collars can manage risk during the deal process.
However, there are also capital markets solutions to equity risk before, during, and after the deal. Capital markets may also be employed to manage equity risk in M&A. Exhibit 10 illustrates a capital markets solution known as the primary forward offering-a useful source of contingent capital to finance M&A when the acquirer may require equity (if the bid is successful) but does not yet need the cash, and wishes to defer the capital raising and equity dilution until close. This equity structure combines a public issuance of common stock with a forward sale, and allows a company to lock in its stock price for the merger up front but delay recognizing share count dilution until the merger is consummated and a successful close is certain.
The primary forward is a public sale under a shelf registration or an S-3 filing, and can be executed as a block trade or a marketed deal. However, instead of shares being immediately issued, a counterparty borrows company stock in the stock loan market and delivers those shares to the investors buying the issue. The company simultaneously enters into a forward sale of the stock to the counterparty.
By executing the primary forward, the company has 1) locked in its stock price, 2) delayed issuance of stock and hence dilution until the acquisition is consummated, and 3) preserved the flexibility to change the maturity date of the primary forward if the merger closing date changes. In the event the merger does not happen, the company may net cash or net share settle the contract and avoid issuing unnecessary equity capital.
Since the first primary forward issued by Oracle Corporation in 1998, 14 transactions have been executed, with 8 in the context of an M&A deal. Transactions have ranged in size from $35 million to more than $1 billion, and have represented between 1 percent and 14 percent of issuer shares outstanding. In March 2005, Regency Centers (NYSE: REG), a real estate investment trust (REIT), used the primary forward structure to lock in proceeds to fund its acquisition of a 35 percent stake in CalPERS' shopping center portfolio. By using the primary forward, Regency was able to raise $175 million with 3.75 million new shares, or roughly 6 percent of shares outstanding, while preserving flexibility and reducing price risk. The forward was subject to termination in the event the acquirer was unable to close within four months of the offering date. 26 Options valued as European-style instruments, assuming current bidder stock price of €30, stock volatility of 50 percent, risk-free rate of 3.7 percent, 9 months to maturity, and 0 percent dividend yield. 27 Often collars are constructed with Asian option features, i.e., the payoff isn't dependent upon the bidder's share price at close, but rather the average of the bidder's share price over, say, 10 trading days. The prices used to compute the average may even be selected randomly from a larger universe of trading days as a device to discourage risk arbitrage. In any case, Asian features decrease the value of both put and call options, as the averaging procedure has the effect of dampening volatility. Enrique R. Again, the intrinsic value of a fixed exchange ratio offer of one share of bidder stock at €30 for each share of target stock, closing in 9 months, is equal to its stated headline value. But a fixed-price offer today with similar terms, and a guaranteed close, is worth less, due to the loss in time value. This is the present value of €30 discounted 9 months, or €29.19.
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Exhibit 11 illustrates a fixed-price collar with a value that falls between a pure fixed exchange ratio and a pure fixed-price deal. Assuming a stock price of €30 and a fixed-price collar with boundaries at +/-25 percent around the stock price, this payoff is constructed by going long the bidder stock, and buying and selling options exercisable at the boundaries.
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The values of the puts and calls can be calculated using Black-Scholes, or any other option pricing framework such as a binomial or trinomial lattice.
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In this case, the total value of consideration is less than the headline value. The target "pays" for the downside protection. Intuitively, we see that the fixed-price collar slope (left line) is steeper and the downside is limited at zero (with unlimited, albeit lower, upside).
